ABSTRACT
INTRODUCTION
etirement planning is becoming a very hot topic. With advances in medical technology and population increases, planning for the future is more important than ever. The baby boom generation-those 77 million Americans born during postwar period of 1946 and 1964-has witnessed the Dow Jones Industrial Average increase by a factor of 40 and has also enjoyed approximately 500 percent growth in home equity during their adult lives. However, despite these increases, 25 million of the 77 million boomers currently have a net worth of less than $1,000, excluding the value of their home equity (Levine, 2005) . Indeed, when the baby boomers' financial situations are taken in conjunction with rising life expectancies, it is clear that baby boomers will require high-quality retirement planning advice.
The goal for retirees is to have an amount of money at retirement that will support the desired level of spending for their expected life, plus some number of years as a buffer. Retirees also would like to have some level of confidence that the retirement plan will hold up under practical assumptions about possibly undesirable investment results.
Money Tree, U.S News, Fidelity, Vanguard, Financial Engines, and NETirement are examples of companies that offer Internet-based simulations to help retirees. For retirees who are unfamiliar with mathematical simulations, or even the Internet itself, the process may well be regarded as a "black box" out of which flows investment advice. With the plethora of choices presented, retirees would likely be overwhelmed as to which ones are best for them.
The good news is that a generally accepted approach, often referred to as Monte Carlo and @RISK simulation by Palisade, anticipates the probability of meeting specific financial goals at certain times in the future. @RISK uses advanced Monte Carlo simulation techniques to analyze risk in any spreadsheet model. This is accomplished by generating thousands of possible scenarios the retiree's investment might take during the years until he or she is ready to retire. Analysts can find out not only what could happen, but how likely it is to happen. These scenarios can be used to answer important questions by the investor, such as "What is the chance that I will meet my retirement goals?" or' "What is the reasonable downside to the investment strategy that I am using?" To create these different scenarios, sets of financial statistics are combined over and over in new ways that are consistent with what we know about the financial markets. The simulation model is based on creating future scenarios by randomly selecting past scenarios, giving higher probability weights to more recent years. Finally, the estimated future value of the investment is deflated to determine the amount in today's dollars. The model also applies the value at risk VAR method by examining probabilities of failing to achieve various target portfolio values. In this study, VAR is the 5 th percentile of the underlying distribution. It therefore provides the threshold below which lies the worst case scenario.
LITRATURE REVIEW
Recent interests in retirement planning have resulted in a growing number of studies that examine the survivability of retirement portfolios in relationship to asset allocations. Elton and Gruber (1975) use dynamic programming to analyze multi period portfolio problems that maximize the utility of terminal wealth. The Elton and Gruber work is based on the seminal scholarship of Merton (1969 Merton ( , 1971 , Mossin (1968) , and Samuelson (1969) . These early works provide useful insight about the structure of optimal portfolios. Ho, Milevsky, and Robinson (1994) develop a model to estimate the optimal portfolio allocation between a risky security and a risk-free asset. They conclude that retirement portfolios should have larger allocations of equities than suggested by conventional wisdom on portfolio allocations by age of retiree. In a more recent study, Milevsky, Ho, and Robinson (1997) extend their earlier research by simulating financial market returns and life expectancies. They use Monte Carlo simulation in their recent analysis. The simulation provided empirical support for larger equity allocations in retirement portfolios. Pye (1999 Pye ( , 2000 provides additional examples of simulation studies in retirement and endowment fund planning and provides a useful explanation of Monte Carlo simulation as applied in retirement planning. He reports the results of simulations that examine the sustainability of withdrawal from portfolios. He also concludes that conservative withdrawal rates are sustainable over long payout periods if real portfolio returns are expected to be eight percent with a standard deviation of 18 percent. Vora and McGinnis (2000) address optimal asset allocation for retirement portfolios as the retiree draws down the portfolio. Contrary to the conventional wisdom, they also conclude that retirement should rely heavily on equities.
Cooley, Hubbard and Waltz (1998, 1999, 2001 ) employ overlapping periods of historical stock returns and corporate bond returns to investigate the sustainability of a wide set of withdrawal rates over multiple payout periods within different portfolio asset allocations. Monte Carlo simulation is applied by Cooley, Hubbard and Waltz (2003) to the sustainability of retirement portfolios. The purpose of this study is to demonstrate a defined programming method for constructing an optimal portfolio. The programming process uses the @RISK simulation model to estimate the value of the investment deflated in today's dollars. The investment considered is a retirement portfolio comprising several investment choices in Treasury bonds, Treasury bills, and equities. The value-at-risk VAR for the different scenarios considered is calculated. VAR is the lowest possible expected return given a certain probability over the course of the investment horizon.
METHODOLOGY
Historical annual returns are obtained for each of the financial assets to be considered. For this study, they include Treasury bond, Treasury bill, and value-weighted equity index. As well, the corresponding inflation rates are obtained from various Internet sources.
The simulation model is based on creating future scenarios by randomly choosing past scenarios, giving higher probability weights to more recent years. The most recent year is given a weight of one. Then the weight for any particular year is a "damping factor" multiplied by the weight of the following year. Further, these weights are transformed to probabilities and used in the scenario approach. Finally, the estimated future value of the investment is deflated to determine the amount in today's dollars. The model also applies value at risk VAR methods for analyzing risk by examining probabilities of failing to achieve various target portfolio values.
THE SIMULATION
For simplicity, consider a 35-year -old investor who plans to retire at age 65. The investor plans to contribute $1,000 at the beginning of each of the next 30 years into a retirement fund, which comprises three securities: stocks, Treasury bonds, and Treasury bills. Fixed portfolio weights are chosen for each of these securities in order to maximize expected portfolio value, calculated in present value terms.
At the same time, the investor is concerned about the downside risk involved in the process. To this end, the @Risk simulation model is employed to measure the degree risk involved for each performance scenario. Further, the model applies value-at-risk VAR methods by examining probabilities of failing to achieve various target portfolio values. For the purpose of this analysis, VAR is defined as the 5 th percentile of a distribution. It identifies the maximum expected return below which there is a five percent chance that the actual portfolio return would fall. The spreadsheet modeling is outlined as follows:
Step 1. Collect historical data.
Historical data includes 3-month treasury bills (T-bills), 10-year Treasury bonds (T-Bonds), S&P 500 annual return with dividend reinvestment, and inflation rates. Sample period is from 1982 to 2007. The historical data are presented in Appendix 1.
Step 2. Set the initial investment weights for the three securities.
Fifteen trial investment weights are created. The sum of each trial set of weights should add to one. The trial weights are presented in Appendix 2.
Step 3. Construct the probability distribution for the historical data.
The most challenging modeling phase is to decide on a way to use historical returns and inflation factors to generate future values of these quantities. One suggestion is to use the "scenario" approach. The model will think that each historical year will be considered as a possible scenario, where each scenario specifies the returns and inflation factor for that year. Then for the future years, the model will randomly choose one of these scenarios. It is more logical and applicable to give greater likelihood for more recent years to be chosen. To implement this idea, the model uses a weight associated with each scenario. The highest weight of one will be assigned to the most recent year, 2007. Then the weight for each preceding year is a "damping factor" multiplied by the weight from next year. For example, the weight for 1999 will be a damping factor multiplied by the weight of year 2000. To change theses weights into probabilities, each weight is divided by the sum of all the weights. For this analysis, the model uses eight damping factors ranging from 0.92 to 0.99 with an increment of 0.01. Appendix 3 represents the probability distribution for a damping factor equal to 0.99.
Step 4. Calculate the deflation factors (deflators).
The deflation factor for year 1982 is equal to 1 divided by the inflation factor for year 1982. The deflation factor for 1983 is equal to 1 divided by the product of the inflation factor for the years 1982 and 1983, and so on. In other words, the deflator effect for year 2007 will be 1 divided by the product of all 25 inflation factors up to that year.
Step 5. Calculate the final cash value in today's dollars.
The initial investment of $1,000 is invested using the trial investment weights for the randomly selected scenario year. The beginning cash for the second year is equal to the ending cash for the first year plus the additional $1,000. The beginning cash grows in every year. To estimate the value of the investment at the end of the investment period in today's dollars, the final cash at the end of the 30 years is multiplied by the deflator for year 30. Notice that this is similar to calculating the net present value. The only difference is that the inflation rates are not constant through the 30 years, while NPV calculations usually involve the same discount rate each year.
Step 6. Run the simulation.
The model employs the @RISK simulation program to simulate 30 scenarios, one for each year. Each scenario is randomly selected based on the probability distribution. More recent years have higher probabilities, meaning that they have a greater chance of being chosen. The model then runs 1,000 iterations for each simulation and would test 15 simulations, one for each trial investment weight. Those 15 simulations will be repeated for each damping factor.
SIMULATIONS RESULTS
The Palisade @Risk simulations results for the 15 trial investment weights are presented in Tables 1, 2 , and 3. Table1 shows the mean final cash in today's dollars along with value at risk VAR for 0.92, 0.93, and 0.94 damping factors. Table 2 presents the results for 0.95, 0.96, and 0.97 damping factors. Table 3 presents the results for 0.98, and 0.99 damping factors 
DISCUSSION OF THE SIMULATIONS RESULTS
Different damping factors provide different probability distribution for scenario selections. Therefore, different simulation results will occur. The results show that the first simulation, which invests heavily in stocks, is easily the winner when a damping factor of 0.99 is used. Its mean final cash is $117,474 in today's dollars value. Its VAR value is $44,229, which means that there is 5% chance of ending up with no more than this amount. This is the value investors always worry about. To invest $1,000 yearly for 30 years and end up with a value very close to the initial investment is something to worry about for any investor. There are always various amounts of risk associated with any investment. It is also important for any investor to know, in advance, the expected return, along with the associated risk is for any investment. Palisade @Risk simulation also provides more summary statistics and graphs for a specific simulation output. In our discussion, the present mean final cash value is produced by simulation results that warrant thorough analysis. The behavior and the histogram distribution of the mean final cash value from simulation 1(0.05 invested in T-bills, 0.05 invested in T-Bonds, and 0.90 invested in stocks when a damping factor of 0.99 is used) is shown in figure 1 . Appendix 4 represents the histogram distributions of the final cash for simulation 1 using different damping factors.
As displayed in Figure 1 and in Appendix 4, the histogram of the final cash is a positively skewed distribution and indicates a lot of variability. Figure 1 also shows that the 95 th percentile is over $228,000. By analyzing all the simulation results for simulation # 1 using different damping factors, we can conclude that investing heavily in stocks and using a damping factor of 0.99 will provide the best final cash (today's dollars) and it also grants the best value at risk VAR. Figure 2 displays the mean final cash and the value at risk VAR versus the fraction invested in stocks when a damping factor of 0.99 is used. Figure 2 shows that as the fraction invested in stocks decreases, the mean final cash also decreases deeply and value at risk VAR decreases mildly. If the investor decides not to invest in stocks, the mean final cash (today's dollars) is getting very close to its value at risk VAR. For example, simulation number 10 suggests 0.50 invested in T-bills, 0.50 invested in T-bonds and none invested in stocks. When a damping factor of 0.99 is used, the mean final cash (today's dollars) is estimated to be $33,370 and the VAR is estimated to be $29,725. Therefore, the investor will decide not to implement this strategy.
CONCLUSION
A variety of industries have used the Monte Carlo methods. In 1940, Scientists at Los Alamos, N.M. used its principles when they worked on the atomic bomb. Another application to the Monte Carlo simulation is used by urban planners to predict traffic patterns. Today, financial planners are using it to plan for retirement.
One of the primary benefits of using probability simulation in a spreadsheet model is the ability to alter the input parameters and re-run the simulation. This will help financial planners determine the effect of changes to the input parameters on the long-term simulation results. This interactive modeling can be used to create more effective models that have a greater chance of achieving a particular goal. In our example presented in this study, any changes in the retirement date or in the yearly contribution amount, or some combination of each input parameter, will change the output results.
Because this approach has its limitations, these models are only as good as their assumptions. Using these models doesn't eliminate uncertainty. By recognizing uncertainty, however, @RISK Monte Carlo simulation is an improved and more sophisticated form of advice as compared to traditional plans. As an added complication, it's clear that the popular approach of basing future expectations solely on what has happened in the past isn't reliable. There is no guarantee that a mutual fund that outperformed the market in one period will ever do so again. Similarly, there is no guarantee that the historical performance of any given asset will be repeated in the future.
Some people may believe that the Monte Carlo simulation is more similar to gambling than to financial planning -it is not. Stanislaw Ulam, the mathematician who discovered that you could predict a series of probable outcomes, was actually playing endless games of Solitaire when he realized the possibilities of simulation. Being able to predict what is going to happen in Solitaire-not the next card you will turn over in a game, but how a particular game will turn out based on what has happened with dozens of card combinations-is the foundation of being able to project probable financial outcomes, or traffic patterns, or telephone usage, or any other event driven by numerical information.
Using @RISK simulation by Palisade in spreadsheets helps financial planners anticipate the probability of meeting specific financial goals at certain times in the future. @RISK uses advanced Monte Carlo simulation techniques to analyze risk in any spreadsheet model. This is accomplished by generating thousands of possible scenarios the retiree's investments might take during the years until he or she is ready to retire. Analysts can find out not only what could happen, but how likely it is to happen. Fortunately, these scenarios can be used to answer important questions by the investor, such as:

What is the chance I will meet my retirement goals?  What is the reasonable downside to the investment strategy I am using? 
